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Reporting in an Uncertain Environment
Marilyn J. Nemec, CPA
Partner, Alexander Grant & Company 
Chicago, Illinois
Uncertainties
The Securities and Exchange Commission 
concluded 1974 by issuing Accounting 
Series Release No. 166 which urged, 
rather than required, companies whose 
securities are registered under the Se­
curities Acts of 1933 and 1934 to consider 
the need for substantial and specific dis­
closure of unusual risks and uncertainties 
arising from changing economic cir­
cumstances. While the SEC directed these 
recommendations to public companies, 
problems arising from current economic 
conditions are not limited to public com­
panies. Privately-held companies are just 
as likely to have the same types of prob­
lems and it seems appropriate for private 
companies and their independent au­
ditors to seriously consider the SEC's rec­
ommendations for substantial and 
specific disclosure.
While stating that an all-inclusive list of 
unusual risks and uncertainties cannot be 
given since changing conditions produce 
new uncertainties and resolve old ones on 
a continuing basis, the SEC provided sev­
eral examples indicating the "substantial 
and specific" disclosures that might be 
made. The situations cited are:
• Loan and loan loss reserves of fi­
nancial institutions
• Decline in market value of in­
vestment portfolios
• Deferral of fuel costs by public 
utilities where public utility 
commission orders do not assure 
recovery
• Estimated cost of raw materials 
such as crude oil for interna­
tional oil companies where the 
purchase price is still under 
negotiation
• Companies in a position where a 
small number of projects will 
have a dominant effect in deter­
mining success or failure
Specific requirements for form or content 
of the necessary disclosures were not pro­
vided since the most appropriate presen­
tation depends upon the facts of the par­
ticular case. Modification of appropriate 
financial statement captions and ex­
panded disclosure in the notes to finan­
cial statements, including results under 
alternative assumptions, were suggested. 
In more extreme cases, the SEC suggested 
consideration of the need for revising the 
basic format of conventional financial 
statements.
A critical point not specifically dealt 
with by the SEC release is that a company 
which appears healthy by application of 
the classical tests to the face of its financial 
statements may be facing serious trouble 
in the near future because of today's 
economic conditions. Some other factors 
which might be considered are:
• A company which has had no 
prior difficulty obtaining bank 
loans is experiencing difficulty 
with its current financing ar­
rangements.
• While the company does not have 
a deficiency in working capital, 
its collections on receivables 
have slowed considerably and 
orders for its products have de­
creased.
• Major suppliers are experiencing 
financial difficulties and alterna­
tive suppliers are not available.
• While the company is not cur­
rently in default on any of its 
long-term debt covenants, de­
fault on certain covenants appear 
likely during the coming fiscal 
year.
Of course the classical indications of 
financing and operating problems should 
be considered:
• Liquidity deficiency— the com­
pany's current liabilities exceed 
its current assets, which results 
in difficulty in meeting current 
obligations.
• Equity deficiency— the com­
pany's solvency is questionable 
because of the retained earnings 
deficit or, in more extreme cases, 
an excess of total liabilities over 
total assets.
• Debt default— the Company has 
been unable to meet debt pay­
ment schedules or has violated 
one or more other covenants of 
its loan agreements.
• Funds shortage— the company 
has either limited or no ability to 
obtain additional funds from 
various financial sources.
• Continued operating losses— no 
net income has been earned for 
more than one past period.
• Prospective revenues doubtful— 
revenue is insufficient for day- 
to-day operating needs, or there 
have been cut-backs in opera­
tions.
• Ability to operate is jeopar­
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dized— legal proceedings re­
lated to operations may severely 
curtail operations or suppliers of 
materials may refuse to sell to the 
company on credit.
• Poor control over operations— 
the company management has 
been unable to control opera­
tions, as evidenced by repeti­
tive, uncorrected problems.
The determination of whether a company 
may be facing financial, operating or 
liquidity difficulties in the near future 
cannot be made with a high degree of 
precision and involves the exercise of 
judgment about future events. However, 
because of current economic conditions, 
it is necessary to pay particular attention 
to circumstances, such as those previ­
ously described, which may affect the 
realizability of assets, the orderly amorti­
zation of debt obligations and, in some 
cases, the ability of a company to continue 
normal operations in the future.
Where circumstances point to potential 
uncertainties concerning liquidity, 
financing, realization of assets and/or 
going concern status, it is important that 
the auditor perform and document proce­
dures which form the basis of the conclu­
sions as to any disclosure which may be 
necessary in the financial statements and 
the effect, if any, of the matters on the 
auditors' report. Documentation should 
be prepared at the time the decision is 
made, and not two years later, when the 
decision is questioned. Procedures which 
might be considered necessary in the cir­
cumstances could include some or all of 
the following:
• Discussions with management 
about operating and financial 
plans and goals.
• Reviews of operating and cash 
forecasts for the current year 
and, if necessary, for subsequent 
periods.
• Confirmations from lenders con­
cerning events of default under 
loan agreements or information 
concerning existing commit­
ments for future financing, if 
such commitments might be 
cancelled.
• Information which may be perti­
nent to the prospect for and the 
availability of future financing, 
if additional financing or re­
financing of existing debt would 
appear necessary during the next 
fiscal year.
When evaluating uncertainties and their 
potential effects, reference should be 
made to Statement on Auditing Standards 
No. 2 for reporting considerations.
Marketable Securities
Of the uncertainties mentioned by the 
SEC, the one of most general applicability 
is decline in market value of investment 
portfolios. Both profit-oriented and not- 
for-profit entities are likely to have in­
vestment portfolios.
The balance sheet classification of in­
vestments in marketable securities as 
either current or non-current assets is an 
important determination and one which 
may affect the accounting for the invest­
ments . The following guidelines might be 
considered:
• Investments which management 
intends (or may be required) to 
dispose of or which will mature 
during the next year should be 
classified as current assets.
• Investments which represent ex­
cess funds available for opera­
tions are often classified as cur­
rent assets even though no plans 
exist for disposal during the next 
year.
• Investments which management 
specifically indicates will not be 
disposed of during the next fiscal 
year are classified as non-current 
assets provided that the com­
pany appears to have the ability 
to hold such investments for 
longer than a one-year period. 
Intent of management to retain the se­
curities for a period in excess of one year 
should be documented by written rep­
resentation, preferably a resolution of the 
Board of Directors, or the investment 
committee, if such a committee exists. 
Documentation of the client's ability to 
hold investments classified as non- 
current should include a review of the 
company's working capital needs, con­
sidering estimates of future operating 
needs, commitments, capital expendi­
tures and the like.
Current thinking among independent 
auditors seems to indicate a trend toward 
adopting a policy that marketable se­
curities appropriately classified as current 
assets should be recorded at the lower of 
cost or market value, if market value is 
significantly below cost. Considerations 
underlying such a policy include the 
overall concept of current assets and cur­
rent liabilities; the persistence of current 
economic and stock market conditions; 
the uncertainties concerning the pros­
pects for substantial recovery within the 
next year; the fact that the current asset 
classification implies the investments will 
(or may be) converted to cash during the 
next year; and the fact that most current 
assets are stated at the lower of cost or 
market or realizable value.
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A policy that marketable securities ap­
propriately classified as non-current as­
sets should generally be recorded at cost is 
still considered proper. This follows from 
the fact that where marketable securities 
are appropriately classified as non- 
current assets, an implicit representation 
is made that the investments will not be 
converted to cash during the next operat­
ing cycle. Since the investment is viewed 
as long-term, the determination of 
whether decline in market prices of se­
curities represent losses which may not 
be recoverable becomes more difficult 
than the same determination for invest­
ments classified as current assets.
Nevertheless, if market value is sig­
nificantly below cost and the decline is 
attributable to other than a temporary 
condition, a reduction to market value 
may be appropriate. It is not usually pos­
sible to isolate individual reasons for de­
clines in market prices; however, some or 
all of the following circumstances may be 
indicative:
• The company whose securities 
have declined in value may be 
experiencing operating or finan­
cial difficulties, which may be 
evident by bankruptcy proceed­
ings, reorganization proceed­
ings, continuing losses, a qual­
ification of the auditors' report 
for lack of liquidity or going con­
cern uncertainties or suspension 
of trading because of adverse cir­
cumstances.
• The industry in which the com­
pany operates may be experienc­
ing declines in demand for 
products.
• General economic or money mar­
ket conditions.
• Short-term or daily market condi­
tions .
In order to attempt to determine whether 
declines in market prices of long-term in­
vestments are other than temporary, 
available evidence with respect to each 
individual security should be considered. 
If it is then apparent that the decline re­
sults from severe operating problems of a 
particular company, it may be concluded 
that the cost of this investment is perma­
nently impaired, the market price decline 
is not a temporary condition, and there­
fore the investment should be written 
down to market value. Conversely, if 
available evidence (including the length 
of time of the decline in market price) 
does not support a conclusion that the 
decline is either temporary or permanent, 
an uncertainty may exist which, if mate­
rial, will ordinarily require disclosure in 
the notes to financial statements and a 
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qualification of the auditors' report.
Declines in the market value of invest­
ments in bonds which are expected to be 
held to maturity are generally not recog­
nized unless circumstances indicate that 
the carrying amount may not be recover­
able.
Companies in certain industries use a 
non-classified balance sheet, that is, as­
sets are not segregated into current or 
non-current categories and neither are 
liabilities. Determination of whether the 
lower of cost or market policy for short­
term investments or the cost policy for 
long-term investments should be fol­
lowed would be based on the appropriate 
classification of the investment if a clas­
sified balance sheet were used.
Current market prices are most fre­
quently used to determine the market 
value of an investment; however, the 
''last sale” or "bid and ask” quotations 
may not be representative of the particu­
lar investment's market value. Additional 
investigation may be needed to deter­
mine if other factors must be considered, 
such as the quantities of the security 
which are traded and artificially inflated 
or deflated quotations caused by a tender 
offer or an acquisition announcement. 
Consideration must also be given to dis­
counting the quoted market price if a 
large quantity of shares are held by the 
client.
All securities in the portfolio should be 
valued as of the balance sheet date unless 
valuation of a certain security as of a later 
date is justified by the circumstances. 
These might include:
• The decline in market price at the 
balance sheet date substantially 
recovers before the report letter 
date and such recovery is not due 
to a temporary condition. In 
such cases, it may be concluded 
that the decline at the balance 
sheet date was a temporary con­
dition.
• The market price at the balance 
sheet date was artificial. The 
market price at some date prior 
to the report letter date may be 
deemed to more clearly reflect 
the value at the balance sheet 
date.
• Securities are sold prior to the re­
port letter date at a price in ex­
cess of the market price at the 
balance sheet date but below 
cost. In such circumstances, the 
sales price may be indicative of 
the appropriate balance sheet 
valuation.
• In situations where market prices 
decline between the balance 
sheet date and the report letter 
date, the additional decline is 
ordinarily recognized if the se­
curities have been sold during 
this period. If the securities have 
not been sold, the additional de­
cline is usually not recognized in 
determining the amount of loss 
to be recorded unless the condi­
tions causing the additional de­
cline existed at the balance sheet 
date.
Justification for using a different valua­
tion date should, of course, be well 
documented.
In the balance sheet, write-downs to 
market value which have been recorded 
may be shown as a valuation allowance or 
the amount may be deducted directly 
from the asset account. In the statement of 
earnings, write-downs of marketable 
securities are shown before tax effect as a 
separate line item above earnings before 
income taxes. The amount may also be 
combined with another appropriate ex­
pense caption. Generally, gains or losses 
from marketable securities do not meet 
the criteria for extraordinary treatment 
because similar events or transactions 
have occurred or may be expected to recur 
in the foreseeable future.
In subsequent accounting periods, an 
increase in the quoted market price of a 
security previously written down may be 
recognized as a gain to the extent of 
original cost in the statement of earnings, 
if the security was and, in the period of 
recovery, is properly classified as a cur­
rent asset. This assumes that the market 
increase is not artificial or temporary and 
is realizable. If the security was and is 
properly classified as long-term, the gain 
is usually not recognized until disposi­
tion of the security has taken place.
20-20 Hindsight
Recent litigation involving auditors has 
made it painfully clear that uncertainties 
are easily identified and evaluated in sub­
sequent years. For example, after a cus­
tomer whose account receivable was 
evaluated as collectible at December 31, 
1972 goes into bankruptcy in 1975, it is 
readily apparent that the client should 
have provided a full or partial reserve 
against the receivable at December 31, 
1972. It is absolutely necessary that the 
auditor prepare written, understandable 
documentation of the procedures applied 
and the reasoning process followed in ar­
riving at the conclusions related to uncer­
tainties at the time the procedures are per­
formed and the conclusions are formu­
lated.
